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-- BEFORE THE STATE BOARD OF EQUALI ZATI ON
OF THE STATE OF CALIFORNI A

In the Matter of the Appeal of )
) No. 81a-1433

‘ DAVLI N PAI NT COWPANY. . )

For el lant: Larry Mar
AP Oertlyfi ed Public Accountant

For Respondent: Paul J. Petrozzi
Counsel

QPI NI ON,

This appeal is nade pursuant to section 256661/
of the Revenue and Taxation Code from the action of the
Franchi se Tax Board on the protest of Davlin Paint Com
pany against a proposed assessnent of additional franchise
tax in the anount of $1,586 for the income year 1978.

. 1/ Unless otherw se specified, all section references
are to sections of the Revenue and Taxation Code as in
effect for-the incone year in issue.
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The sole issue in this dispute is whether
appel lant has shown that respondent's partial disallow
ance of the clainmed addition to, appellant's reserve for
bad debts amounted to an abuse of discretion*.

_ Appel lant is a California corporation engaged
I N the manufacture of paint and allied products. Appel-
lant maintains its books on the accrual accounting system
and accounts for bad debts through a reserve for bad |

For the incone year 1978, appellant made an,
addition of $22,469 to its reserve for bad debts.
Respondent disallowed thi s addition as being excessive
nput ed, the allowable addition and the reserve

based upon the six-year noving,
I n Black Motor Zo. v. Commissionecs; 41 B.W.A. 300 (1948),

average formula approved

affd. on other grounds, 1725 F.2d 9/7 (6th Cr. 1942).

The resulting decrease in allowable addition to reserve

resulted in the proposed assessnment, Appellant protested

t he proposed assessnent

respondent affirmed its action
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and after due consideration,

This tinely appea

In its menorandum acconpanying its notice of
appel  ant conceded that its conputation of the
reserve shown on its 1978 return. was incorrect,
Appel lant states that it does not wish to challenge the

only respondent™s conputation of the addition

al l owabl e addition incorrectly, _
appel lant's cal cul ation of the allowable reserve is

correct,

1.

as foll ows:

Amount charged agai nst _ _
recoveries tor 1978 and the five prior

years =~ $107, 888.

pel ! .
plication of the Black Mdtor Co. fornula in this
S

I

owabl e for the year in question. Respondent rechecked
s figures and di'scovered that it had conputed the

Respondent agrees that

reserve | ess

Trade notes and accounts receivable
outstanding at end of the year (total of
1978 and five prior years) - $1,421,874.

Wite-of f percentage - 7.59 percent.

Reconmput ed reserve bal ance - $28, 396 (trade
notes and accounts receivable at Decenber
31, 1978, $374,130 at 7.59 percent).
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5. Reserve bal ance at Decenber 31, 1978, tax
basis - $34, 165.

6. Reduction to bad debt expense, =~ $5,769.
7. Amount of tax due - $520.

The revised conputation is based on the Bl ack
Motor Co. formula which uses historical informatiofi TO
determne the adequacy of the allowance for bad debts..
The Black Mtor Co. formula is an arithmetical computa-
tion which assumes that current bad debts will be egual
to the average bad debts of prior years. The formula
does not take into account increased risks in collection
of accounts receivable as business expands.

The use of the 8lack docor Co. fornula Las
frequently been upheld by The courts and this board.
Section 24348 grants respondent express discretion with
regard to the allowance of reasonable additions to a
reserve for bad debts. For this reason, a taxpayer nust
not only denonstrate that additions to the reserve were
reasonable, but also nust establish that respondent's
action in disallowng those additions was arbitrary and
anounted to an abuse of discretion. (See Appeal of HB
| nvestnents, Inc., Cal. St. Bd. of Equal.,”June 29,
1982Z.) AppelTant has established, and respondent agrees,
that the reconputed anount added to its reserve is
reasonabl e.

Por the reasons stated above, we sustain
respondent's action as nodified in accordance wth
respondent's concession.
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ORDER

Pursuant to the views expressed in the opinion
of the board on file in this proceeding, and good cause

appearing therefor,

| T 1S HEREBY ORDERBD, ADJUDGED AND DECREED
pursuant-to section 25667 of the Revenue and Taxation
Code, that the action of the Franchise Tax Board on the
protest of Davlin Paint Cbnpanx_agalnst_a proposed
assessnment of additional franchise tax in the amount of
$1,586 for the income year 1978, be and the same is
hereby nodified in accordance with respondent's conces-
sion. In all other respects, respondent's action is
sust ai ned.

Done At Saoremento, California, this 30:h day
of July , 1985, by the State Board of Equalization,
w th Board Menbers M. Dronenburg, M. collis, M. Bennett,
M. Nevins and M. Harvey present.

Ernest.J. Dronenburqg, Jr, ., Chairnman

Conway H. collis , Menber
WIlliam M Bennett ,  Menber
Richad Nevins , Member
Walter Harvey* « Menber

*For Kenneth Cory, per Governnent Code section 7.9
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